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THE SECRETARY OF TRANSPORTATION

WASHINGTON, D.C. 20590

January 20, 2004

The Honorable Charles E. Grassley
Chairman, Committee on Finance
United States Senate

Washin~DC ~051O-620_0~ -.='-- . , "-

De~

This is in response to your letter of November 17 requesting the assistance of the
Department of Transportation in addressing the use of certain leasing arrangements in the
transportation industry.

As you know, public transportation agencies have participated in a number of
transactions in which their assets were transferred to private sector firms, which then
claimed tax benefits through the depreciation of these assets. However, the Assistant
Secretary of the Treasury for Tax Policy requested in a letter to me dated November 26,
2003, that, "Until otherwise advised... the Department of Transportation no longer permit
these and similar transactions, in whole or in part." Consequently, the Federal Transit
Administration (FTA) has suspended its review of proposed transactions until further
notice. A copy of the letter is enclosed for your information.

FT A has been reviewing leveraged lease transactions since 1988, when foreign
corporations first began to buy and lease back rail cars for depreciation benefits in their
own countries. On April 26, 1990, FTA (then the Urban Mass Transit Administration)
published its Cross-Border Leasing Guidelines in Circular 7020.1, providing a framework
for public transit agencies to follow if they undertook these transactions, and explaining
the basis for FTA's review.

FTA's review of these types of transactions has been limited to an analysis of
their projected impact on the use of property purchased in large part with Federal funds.
That review in no way constituted an endorsement of any particular transaction. FTA has
never reviewed proposed lease arrangements for compliance with tax law or policy - that
is the responsibility of the Department of the Treasury. In March 1999, the Internal
Revenue Service issued Revenue Ruling 99-14, denying the tax benefits of a transaction
type called a "Lease-inlLease-out" or LILa. Since the publication of that revenue ruling,
FT A has not recei ved, reviewed, or concurred in any LILa transactions. Instead, the
industry modified the transactions to change their form to "Sale-inlLease-out"
transactions, or SILOs. While the Treasury Department has ruled LILOs to be abusive
tax shelters, the Department of Transportation is unaware of any ruling to date on SILOs.
In the November 26 letter, however, we were notified that the Department of the
Treasury and the Internal Revenue Service are "considering whether, and in what form,
to issue published guidance" on SILO transactions.
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The Department stands ready to assist your Committee in addressing this
important public policy issue, and will, of course, provide all requested documents.
Please feel tree to contact me or Nicole Nason of my staff at (202) 366-4573, as we
proceed in addressing the matter.

si1,relY yours,

{j~
NYrinan Y. Mineta

Enclosure



--- n- --- --------- -- n _m m

8 DEPARTMENj OF THE TREASURY
WUHINGTON

AJ:Ii''''-ANT e:O:I;RnART November 26, 2003

The Honorablo Norman ¥. Mineta

Secld:ary
lJ.s.~Or~podation
400 Seventh Street. SW
Washington. DC 2OS90

Dear Mr. Sccrctm:y;

We undcntand that certain anporati.oD$ arc engaging in transactions with
municipalities and other state and 10cal ~taJ uuits om tbo cosporaIioas assert
permit them to cblim F~CI1II income tax deductions with JeSpeCt to F~mII1y-1imd~
public tnInSpOrtation capital assets.. We abo understand that many of these lrall$a.Ctious
bave been permitted by the Fcdcra1 Ttansit Administration (FI'A). M a legal matter, the
stIUet1Jres of the 1ransactioas 11Iisesubstantial questivns about whether the IIISertcd tax
benefits arc allowable. M a policy matter. the cost oftheso transacIiims to the Federal
Treasury is ~fir.RO.Uy higher than the beudits to the municipalities.. These and similar
transactions should DOlonger be pennitted by 1he Deplrtmmt ofTr.mspartation.

Jbckso1Uld ud DescrlDtioa o( a Tvuic81 sn.o Tl'8JIJactlon

Certain ccnpotations are now engaging in ttansadions I:Down as "Ale-inlIease-
out" or -SILO" transadioDs. These traosactions involve anangemc:zds that vary little in
substance fiom prior "kase-inIlease-out" or"!JLO'" tr3IISactions that ~ JR8 concluded
Ihouldnot be respected for fedmIl income tax purposes. The IRS and the 1'reasuIy
DepIQ1ment "listecf' or dcaignatcd LILOIi as :abI1sivetax a.voidanc:a trausactions and till:
IRS is l'-b..I""'ging the vaJidity ofLILOs on audit aod wiD cbaDcoge LILOs in court.

SILOs employ the same fimdamcntaJ contractual ~ as LILOs. bUt
typically involve a service coutnct arrangement. In addition. ccnain c:ozpomioos have
attt:=i into simi1ar arrangements involving quali1it:d tcdmologica1 equipmeDt. In the
typical sn.o transaction. a.U.s. COIpOrBtetupaycr simultaneously entr:N into a.
leveraged 1easc of a mucicipalitr's emting asset, mil leases the property back to the:
muuicipa1ily- For example, a.cos:poraIion enters into a 99-year lease (the "11c:adlcasej
fur a Sl00 million transportation asset (the "'propc:dyj, which the coxpotatioa. treats as a
purchase fOr fedmd tax purposcs becaUse the head lease tenn is in ~ of the
property's uscfullifc. The c:orpontiOD simu1taDeously leases the property bad:: (the

'1easeback") to the 1IlUllicipa1ity fur 25 years. The Jcaseback: term Is less than SOpercent
of the property's remaining ~fu1life. At the conclusion of the 25-ycar leaseback term.
the mimicipality has a buyout option. disc:ussed below.

ENCLOSURE
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the cmporation fiuanccs the $100 million purported puICbasc pric:c with a
combination of an $86 million noorecourse loan and SI4. million of equity. The
municipality simu1tJineously deposits $96 miUion of the $100 roillioD it m:eins into
accounts pledged fur the bene.fit of tile ccnpoxation and the lender. 'Ihe S96 million
amount dcfeases the municipality's obligatious UIIdr:rthe 1cascback and ~ buyout
option. In other 'IVOtds.simultaneously with the head lc:BSeand leaseback tran$a.I:Iion, the:
mUDicipaJity pledges substan1ia1ly aU oflhe funda necessary to pay the municipality's
m1t dne underthe: leascbacl.: aDd to allow the municipality to acrcisc i1IIbuyout option at
the end of the lcasebacl: term. Thus, without any fiu1hc:J:cost 01"C'ItpCIIItitDrethe

municipality may use the property fur the: entire leaseback fexm and teaCqUirc: all rights to
the property at ~ end of that tc:mL The S96 million amount deposited. by the:
muuic:ipaJity n:pn:sents aU of the corporatiou's nonrecourse b0a01ring and the
COtpOration's S 14 million equity inve&tment less a S4 milliOl1 iIII10unttba1 is in essence an
accommodation fee teeeivc:d by the municipality for engaging in the tnmaction..

Upon expiration of the leaseback temJ,. 1he m\micipalityhas an option to purchase:
the property for a pmIc:tmIIined price. Typica]ly, one of tile dt1"-" IICCOUZItS
cstablWacd by the: municipality will hold securities that mature: on the buyout option date:
in the amount needed to fund the buyout price. ICthe ~ty does DOtexacise the
buyout option, the corporation bas two altema2ive:s. The coxpotation may take possession
of the property. Altc:mative1y, the corporaIion may requiIc: the municiplllity to loC8tc a
third party to entednto a 5en'ice cont%m. Ifthc municipality cannot locate: a third party,
the municipality wiD be in default unless it eutcrs into the service contrlCt.. The pnctkal
effect of all of these anangc:men1s for the property's disposition at ~ end ofthc
Jc:ascback tc:nn is that the: municipality will excmse tho defea$ed buyout option.

Thecorpota!ion's position is that, for tax purposes, itowm thepropc:rty. The
COIpOration claims depreciation dedw:tions equal to thcpropcrty's SI00miDion value.
The cozponIion also claims ~ deductions on the S86 million loan, which
substantiaJly offset the mltw inc;cnne that till! COtpOnIiODRCcivcs under the leaseback.
The PJCSeOtvalue of the cOIpOtation's $35 million tax savings from. depreciation
deductions (representing its 3S-pc:rcc:m tax me multipliod by the Sl00 million
depreciable basis of the property) exceeds the $4 million payment made 10the
municipality.

'l1IB transaction results m DOchange in the lIllUlicipality'$ use O£openUon of: or
beneficial intelest in, the property. Given the defeasance 3CCOUI1t5and the totality oCtile
arrangements, there is no shifting of the benefits and burdens of 0WDmbip. Further, the
transaction docs not provide the mumcipality with any available funds other than the
S4 million fee for participating in the transaction. C!msequcnt1y, the lnIDActiou has no
apparent pU%pOSeother than cbifting ''tax ownership" oftbe property away from a tax-
exempt entity (the municipaIity) to a taxable entity (the eotpO[a!ion), whic:h then claims
depreciation dcductiQD5 otSlOO million.
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SILO$ Ran Ouationable Lenl SUDj)ort

Sale-leaseback transactions arc a timc-honort:d method of raising capital to
finance or refinance acquisition or construction. GeneraJ1y, the substance of a
transal;lion, not its form. govcm£ its tax treatment. In Frank LYon Co. v. United States.
435 U.S. 561,573 (1978), the ~ Court applied the doctrineofsubstmce over form
in dctmnming that a transaction was, in substaDce,a sale-Ic:aseback,ratherthau a
£nancing.

Considering the totaJity oflhe tr.msacticm. SILOs are 1\1nd-mJly diffc:mrt than
the ule-;leaseb8ck transaction ~ by the Court inFmnIcLvon. thilike the situation
in Frank Lwn. SILOs do not provide available fimds for fiD8IIciDgor refinanci:ag tht:
construction or purchase of assets. Other than tile accommodation fee paid to the
Inuuicipality. none oftbe cash flows involved in a SILO an: available fonse bytbe
DNIIIicipality. In c;ontmst. substantially all of the proceeds in the sa1e-leaseback at issue in
Frank LYon were used for cons.tmctioJ1 of the lessec'& new headquarters. In a SILO. the:
CO[pOntion (!be PUIportOOowner of the leased property) is DOl.at risk for its equity
investment. The dd'easance typica11y reDders defmlt risks remote and. cvm in the event
of default. will DOtleave the c:orpora!ion at risk fOr eitl= repaying the loan balance or
forfeitiJIg tho portion of its equity invesImeu.t heM in a defeasaDce acc:otml On the other
hand. the tupayer in FnnIc LYOnbore the risk oCthe Jessee'sSIODJI&YIDCD1ofthe.t=t,
which coaJd bave forced the taxpayer to default on its recouue debt with n:spect to the:
leased prvpcrty. In our view, the sabstsnceoftbc SILO ~ thus does not
~ a valid sal&-Jeasebatk.

Cknerally. a sa1e-leasebact will not be rc&pCCted\1IIlcss the "lessor mains
siguificaut and genuine attributes" of a traditional 0ViUCI.includiDg ''!he benefits 8Dd
burdt:as ofOWDe1$bip." Coletnan v. Commissioner. 16 F.3d 821, 826 (7th Cir. 1994)
(9!i!!g Frank Lwn. 43S U.S. at 582-584). UDIike the ccxpontion in a Sn.o. the taXpayer
in Frank Lwn was at risk: for its equity investment, which the Court vieM!d as a by
factor supporting the fonn of 1.1ransaction as a transfi:r of the benefits and burdeua of
ownership in the ule-leaseback. III the typical sn.o tranAc:tiou, mon of the
corporation's cqui1y inveslmeDt is deposited. in a deteasance account designed to ensure
that the corpontion will ItICOupthose funds (plus 8Dinves1meut tctum on the funds)
through either the municipality's e:x.ezclse of the buyout option or the payments under the
scmcc: contract. The buyout option and sCIYice coD1nlct arrangancnts, particuJarly"'hen
combined with defeasance and credit !I'OppOJ1,protect the corporation fiom loss md limit
the potential for any profit.

The n~ of the property makes it likely tbatthe DlllDic.ipaJitywjJl e::temseits
buyout option. For eum.ple, a UlllIlicipallrlmpOItation authority is unlikely to pemlit
property,lUCh as a subway line, to be: acquired by the corporation or any other private
party. MOtCO~cr. it is unlikely that the IDlIIIicipality will allow the property to be
operated by a priVl.te corporation because ofpractjcal considentions. such as immunity
from liability and employment agreements, and other political cons1Iaint&.
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Based on these faaoIS, among athen, and notwitbstlnding the fonn of the
transaction, the substatIce of the SILO's ovcra11 structure and cash flows represcn1 a
monetization of the tax benefits derived fi'om tho depreciation dc:dw:tions claimed by the
cor.poration on the municipality's property nther than productive Jeasing or fina1Icing
activity. The fee paid to the municipality represents a ftactiQ11of the 1IIxbc.nc:fits realiud

by the colpOflltiou mgaging in the 1nnsattion, which docs not, in substau,(e, own the
municipal property.

In light of these concerns, tho T~I5u:ry Department and the IRS arc evaluating the
sn.o ~on and c:onr;idering whether, 2nd in what fmm, to issue published
guidance. We win advise you of any developments in this xegaxd. Until othetwise
advised, we ask that the Department of Transportation 1Ji>loDger pmnit these md similar
transactions, in whole or in part.

Pro'Posed LePJatioQ

As you arc aware. legislation has recently been proposed in Congress that woWd
specifically address SILOs. This pIUpOsaJ would provide ce:tainty that the laX benefits
ftom these !lansactious ate not allowable and would em cospomions' use of Sn.o
IraDsac:tious involvmg uansportation inftastructurc.

We appreciate your attention to this matteI". If you have sm:y questions or need

anything fiuther, please do not hesitate 10 contact us.

Sincerely,

fJ,m ();~'L/
Pamc:laF. Olson

Assistant Secretary (Tax Polic:y)
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